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revenus: reductions shearbed by the LEC industry in their annual price cap adjustments. This level of cuts
cerainly halds down revenue growth, but it in no way compromises their ability to fund capital investment
and maintain the local networks, which is 4 ksy concern of reguiators and politicians.

The FCC is committed to changing the way access charges are collested. The agency wanis to maks the
mothod of collection mors reflective of the way in which costs are incyrred by the LECx. Thus. it wants to
ot awey from collecting the access charges pursly on g usage sensitive basls. The FCC is supporting the
Joint Board’s recommendation to make access charge collaction 3 combination of « fixed monthly per line fee,
and a smalier usage sensilive component. Just us accesy churges wddy are collected dirctiy from the long
distance cerriers, those newly formulaled access charges will still be collected directly from long distance
carriers. And, just as long distance carriers make their own decisions today on how 1o recover their access
cogts in pricing 1o end users, they will do the same in the future. Thus. if the par line chargs ands up being
52 par month for standand telephone lines, (a reasonable ievel) the lang distance carriers would be able 10
maka the cholce whether to pass this fes directly to consumers, or 1 some how mask it in their long distance
rues. :

» [mplicetions of A Fixed Per Line Charge Combined With a Usage Sensitive Component. The chaigs in
the way access charges are collected has positive and negative consequences for both LECs snd new entrants.
For the LECs, the positive is that it will remove some of the opportunity for competitors to chetry pick high
cnd cunomers, who generats a lot access revenues through long distance calling. The negstive is that with a
smaller usags ssnsitive churgs the LECx won’t snjoy a5 much of 8 revenus pick-up with velume growth. Fer
CAPs the nelw regime would taks away some of the oppartunity for cherry picking af the top. But as Roed
Hundt said yestarday: “we want to wm CAPs ints CLECs" (Competitive Local Ezchangs Curviers.) The
opportunity for CLECs remains undiminished by thia changs. Similurly, for lonp distence caitiers, sagsr 10
become CLECs this change would not bs sighificant. For long diszancs carriers the key issue is the size of the
acCoAs rEvenue cut, Rot 30 much its distribution. However, if long distancd carriers have to pay a high par
line fee, then very low end oustomers become unatiractive. If a current pre-subscribed cusiomers makes little
to no long distance calls, than the carrier will want to drop this customer, since the revenus mighe not even
cover the per line fee.

« Implications For Stocks, We continus to helieve the growth outlook for the RBOCs is a 3% to 7% growth
rate. This is based on ths level of access cuts described above, entry into long distance in the second haif of
1998, and compenisive pressures staning in the second hall of 1997, With this outlook, we think the RBOCs
have gotien ahead of themselves recently. On the long digtance side, there is no “group call.” 1ts company
specific. This is also crue for the CLECs. Companies that can operate successfully i the current
environment, and transition suceessfully (o full service operators will be winners.

mmmaﬁm'iwzwnmmmmmmwm. We thisk
Chese comments can halp uaderstand the FCC's current position on a veriety of topies.

Pro-Competirion ... maans we want 1o promots all cnmpatitinrs and competitive sirutegiss.
even-handedly and indsifferenily, as apposed to following the Unired Kingdom model and
promoting specifically ang unevenly alternarive infrastructure development by the cable
indusiry, or @ single facilitles-based long distance carvier like Mercury

Owur choice of being pro-competition instead of being pra-eny specific competitar is why we
sl the siate end federal level are supposed 1o yusranies il three of the basic rights of new
enironls under the Acs: buying at wholesals, leasing elements, gnd inmsreonncecring from new
Jacilisies. Effactive enforcament of all thres righis is necessary o expedite the entry of new '
compentors imo the local axchange and access markets.

Our vigilance in enforcing these righis is essential becquse the scope of the challenge facing
Rew entants is guite broad. In every single existing service territory the markes i dominated
by one compeny - the higtoric monopolist.

...1 think that our sarget is clear: over time lowering traffic sensirive interscare access
charges 10 forward looking cost and restructuring the cost recovery such that prices charged
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We_liava not and do not view this level of access cuts (o be dramatic. This level of cuts is in line with the
revenue reductions absorbed by the LEC industry in their annua) price cap adjustments. This level of cuts
ceriainly holds down reveatie growth, but it in no way compromisss their ability to fund capital investment
and maintain the local networks, which is s key concern of regulators and politicians.

The FCC is commisiad to changing the way uccess chargss are collesied. The agency wants to maks the
methad of collection more reflective of the way in which costs are incurred by the LECs, Thus, it wangs to
got away from collecting 1he accexs charges purely on a usags sensitive basis. The PCC is supporting the
Joint Board's recommendation to make accesx charge coilection s combinasion of a fIxed manthly per line fee,
and a unallsr ysage sensilive camponent. Just ag access charges today are collacted directly (rom the long
distancs carriers, thase newly formulated access charges will siill be collectod direcrly from long distance
carriers. And, just as long distance carriers make their own decisions today on how 10 recover their ascess
costs in peicing to end users, they will do the same In the future. Thus, if the per line chargs sads up being
$2 per month for standasd talephone lines, (3 reasonable level) the long distance carriers would be able 1o
make the choice whether to pass this fee directly to consumers, or 1o some how mask it in thair long distance
rales. :

o Implications of A Fixad Per Line Chargs Combined With s Usage Sensitive Component. The change in
the way access charges ars collected has paiitive and negative cansequences for both LECs and new entrants.
For the LECs, the positivs is that it will remove same of the opponunity for competitors to chesry pick high
end customers, who generals & lor access rsvenues through long distance calling. The negative is that with a
smaller usage ssnsitive charge the LECs woa't snjoy as much of a revenus pick-up with volume growth, For
CAPs the new regims would uks sway some of the opportunity for cherry picking &t the top. But as Reed
Hundt ssid yesterday: “we want to wm CAPy imo CLECs" (Competitive Local Exchange Carviers.) The

ity for CLECs remains undiminished by this change. Similarty, for long distance carriers, cager to
become CLECs this change would not bs significant. For long distance carviers the kay issue {s the size of the
ACCESS TRVENUE CUL, Not 30 much ks distribution. However, if jong distance camriers have to pay 3 high per-
line fee, then very low end cusiomerns become unatiractive. If a current pre-subscribed customers makes little
to no leng distance calls, than the carrier will want to drop this customer., since the revenus might not aven
crver the per lins fes.

e lmplications Fer Stocks, We continue 1o belisve the growth outlook for the RBOC s a 3% to 7% growh
vetz. This is based on the isvel of access cuts described abave, antry inlo loag distance in the second hulf of
1998, and compatitive pressurss slarting in the second half of 1997. With this outlook, we think the RBOCs
have gotien aheed of themsejvas fecently. On the long distance side, thers iz no “graup call.” It company
specific. This ia also true for the CLECs. Companies that can operate succassfully in the cumrent
cavironment, and wressition sucsessfully o full servies operatons will be winners.

Excerpts Prom The Chairman's Speech : we've lifted quotes from Reed Hundt's spevsh below. We think
.&-Mamwmrcc'smmu.mum

Pro-Compatirion ...means we wani ro promote all competitinrs and competitive siruregiss,
evenrhandedly and Indeifferently, as opposed to following the United Kingdam model and
promoting specifically end unevenly alrernasive infrasiructure development by the cable
indusiry, or & singie focilities-basetl long distance carvier llke Mercury

Our choice of being pro-comparition insiead of being pro-eny specific competitor is why we
at tha ssate end Jederal level are supposed to guarantee all three of the basic rights of new
entrents under the Acr: buying at wholesale, jeasing elements, and interconnecting from new
Jacilities, Effective enforcemernst of all three rights is necessary 1o expodite the sniry of new
compensiors into the local axchanye and access inarkets.

Owr vigilance in enforcing these rights is essentiul because the scope of the chalienge facing
Rew enlaars it quile broad. In every single exisling service territory the markes is dominated
by one company - tha hisznric manopolist.

...d think thar our target is clear; over time lawering traffic sensirive interszate sccess
charges se forward looking cost and restrucsuring the cost recavery such that prices charged
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. compesinion. Whors and when che market for 8 particular access serpice is workably

access prices should be sei by them arksi, not by government. The big qeustion
in Scoess reform is not our torges, but hew — and how fasr—we get there.

This ineliciont pricing [of access) dscouragss brood entry by new entroats (beceuss
revenuss ere soncenirated in high valyme users) and desars usage of long dissance (beceuse
& is pricad ariificially high).

To get from where we ore lodey 10 whare we would like 1o be, the Joint Bourd thought we
sheuld move soms Mcmmwmrgnwﬂamdnrlﬂhmdnlxc:byw
LECs. We're calling this the fias and equitabla rate charge or PERC...

...We still have 10 decide how much usage-besed charges shouid be reduced on what we cail
Day Ona, the effective dase for the changes in our access reform order, and how long we
shold sake 10 phase in (e rest of the reduction reguired ro ger 10 forward locking coss.

Nor is it obvious chat FERC oughi to be imposed on all access linas.

In serms of rate levels, we may wish 10 have differant apprauchas for ariginating and
terminating access charges. There seems 1o be browd consepsus among ecomomises that
originahing eccess reves will exparience significantly more market pressure thea rerminaling
eccess.

The combinad cffect of the changes I'm discussing here rodayis 1o loke 4 signfican: sep
toward getting dccess charges 1o cost immediately, with the bulk of additional reducnons
coming larcr, ever lime.

AS 10 furure access reduciions, it will be critical 10 set in motion a predicrable process in owr
opder thet will reduce access 1o forward lpoking econpmic cost within a reasonubls vime
period.

...we o/,0 insend 10 addrezs 1he question of LEC recovery of hissoric costs...| do nos believe
howaver, thar we shol dbegin the inguiry invo the historic cost issue wish the supposition thas
the LEC iz necessurily guarenseed o5 u matier of luw & compiere ceneinty af recavering al
such invastmens. Takings is cenainly one of our concerns heve. bust we must aos forges
“sivings”. Loz me mansion three: firm, giving the LECy cellular licenses worrh bitlions;
second, giving LECs yatlow pages publishing opporsuniries (also worth billions); and third
giving LECy the oppormuniry o aruer long disianca, where they can leverage their regulared
local asser.

she way in which casts are incurred by LECs. That's what would heppen in a ’
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. ifrcc staff. at a meeting, indicates support for balanced access charge
ceform

* Primary thrust of raform is to replace variable with fixed costs on
rough justics basis

* We balieve context of reform discussion posicive for telcos

-<QFINION: [ P TS EPY P Sy P S —mwww owence—conevacsaaw

Yestarday, several other Wall Street analysts and I met with
senjor staff members of the Pederal Communications Commission
(PCC) Offica of Plans and Policy to discuss access charge reform.
The intent of the mesting was to provide some input to the FCC as
to investor expectations for access charge reform. Thus, there
was 8 lot of discussion at the meeting as to tha objectives of
access charge reform (which all agreed was to align the access
charge rate structure with costs). the desirability of a flash
cut or phased-in change in the structure, and the political
problems with implementation reform. While the staff
characterized itself as still being in a fact-finding mode, their
comments indicated a predisposition toward balanced reform from a
revenue standpoint, with most of the revenues recovered on a
fixed rather than variable basia. This would be highly
beneficial to the telcos and congistent with our expectations as
discussed in our industry report released on February 21 and our
Pebruary 7 Call Note. We continue to recommend pyrchase ot
telephone stocka generally.

In the meeting, there was general agreement by the staff that:
{1) the cents per minute charges nesed to be almost entirely
eliminated and replaced by a flac per-month access charge, to be
either paid by the eand user or the long-distance company, and
(2) cthis rebalancing should be accomplished on a rough jus:ice
basis from the telcos standpoint.

The tone of the latter commants was that rough justice could be
interpreted in two ways:

(1) if race reductions continue to be dictated by the PCC, ;rouqh
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justice might involve a $1 billion rate cut, i.s. variable
charges reduced by $8 billion or $9 billion and raplaced by $7
billion-$8 billion of flat-based revenues in the first year; or
(2) & sharper--52 billion~-54¢ billion net--rate cut in the first
vyear with no further cuts required in subsequent periods.

Additionally, it was noted that the telcos weuld benefit from
restructuring rates from a variable to a per-access line basis
since high usage LD customers would bacome more squalized. In
summary, we believe tha overall tenor of the discussion was Qquite
positive for the telcos.

Prior to this meeting, on February 24, in a speech before the
Communications Committee of the National Association of
Regulatory Utility Commissioners, PCC Chairman Reed Hundt
outlined his current views on access ¢harge reform. Chairman
Hundt indicated that tbere should be a significant step-down in
usage basaed access rates, to be recovered by the telcos through
flat, per access line rates. He did note that the access line
charges need not be aimilar across all lines, which would be a
step away from cost-based pricing. He also noted that in a
transition to competitive markets, there may also be historical
costs that are difficult to recover. We think this is probably
correct but we also think that overall industry cuts of about
$1.5 billion to $2 billion per year over a 3-5 pariod largely
corracts a lot of these discrepancies. In summary, and not
swprisingly, Chairman Hundts comments in his spesch ware
consistent with the views axnressed by the Staff at yesterdays
meeting. :
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. l;cc staff. at a meeting, indicates euppozrt for balancad access charge
TeLorm

* Primary thrust of raform ias £0 replace variable with fixed costs on
rzough justice basis

* We balieve contaxt of reform discussion posicive for telcos
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Yestarday, several other Wall Street analysts and I met with
senior staff members of the Pederal Communications Commission
(FCC) Office of Plans and Policy to discuss access charge reform.
The intent of the meating was to provide some input to the FCC as
to investor expectations for access charge reform. Thug, there
was & lot of dAiscussion at the meeting as to the objactives of
access charge reform (which all agreed was to align the access
charge rate structure with costs)., the desirability of a flash
cut or phased-in change in the structure, and the political
problems with implemantation reform. While the staff
characterized itself as still being in a fact-finding mode, their
comrents indicated a predisposition toward balanced reform from a
revenua standpoint, with most of the revenues recovered on a
fixed rather than variable basis. This would be highly
beneficial to the telcos and consistent with our expectations as
discusged in our industry report released on Pebruary 21 and our
February 7 Call Note. We continue to recommend pyrchase ot
telephone stocka generally.

In the mesting, there was general agraement by the staff that:
(1) the cents per minute charges need to be almost entirely
eliminated and replaced by a flat par-month access charge, to be
either paid by the end user or the long-distance company, and
(2) cthis zebalancing should be accomplished on a rough justice
basis from the telcos atandpoint.

The tone of the latter commants wags that rough justice could be
interpreted in two ways:

(1) if rate reductions continue to be dictated by the PCC, ;:ough
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justice might involve a $1 billion rate cut, i.e, variable
charges reduced by $8 billion or $9 billion and replaced by $7
billion-$8 billion of flat-based revenues in the first year; or
{2) a sharper--52 billion-$¢ billion net--rate cut in the first
year with no further cuts required in subsequent periods.

Additionally, it was noted that the telcos would benefit from
restructuring rates from a variable to a per-access line basis
since high usage LD customers would bacome more equalized. 1In
summary, we believe the overall tenor of the discussion was Qquite
positive for the telcos.

Prior to this meeting, on February 24, in a speach bafore the
Communications Committee of the National Association of
Regulatory Utility Commissioners, PCC Chairman Reed Hundt
outlined his current views on access charge reform. Chairman
Hundt indicated that there should be a significant step-down in
usage basad access rates, to be recovered by the telcos through
flat, per access line rates. He dld note that the access line
charges need not be aimilar across all lines, which would be a
step away from cost-based pricing. He also noted that in a
transition to competitive markets, there may also be historical
costs that are difficult to recover. We think this is probably
correct but we also think that overall industry cuts of about
$1.5 billion to $2 billion per year over a 3-5 paeriod largely
corrects a lot of these discrepancies. In summary, and not
surprisingly, Chairman Hundts comments in his speech ware
consistent with the views axprassed by the Staff at yesterdays
meeting.
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. ;cc staff. at a meeting, indicates su.ppo:t fozr balanced access charge
teform

* Primary thrust of raform is €O replace variable with fixed costs on
rough justics basis

* We believe context of reform discussiocn positive for telcos
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Yestarday, several other Wall Street analysts and I met with
senior staff members of the Pederal Communications Commisgsion
(FCC) Office of Plans and Policy to discuss access charge reform.
The intent of the mesting was to provide some input to the FCC as
to investor expectations for access charge reform. Thug, there
was 8 lot of dAiscussion at the meeting as to the objritives of
access charge raeform (which all agreed was to align tha access
charge rate structure with costs)., the desirability of a £lash
cut or phased-in change in the structurs, and the political
prcoblems with implementation reform. While the staff
characterized itself as still being in a fact-finding mode., their
compments indicated a predisposition toward bhalanced reform from a
revenue standpoint, with mest of the revenues recovered on a
fixed rather than variable basis. This would be highly
beneficial to the telcos and consistent with our expectations as
discussed in our industry report released on February 21 and our
February 7 Call Note. We continue to recommend puyrchagze ot
telephone stocka generally.

In the meeting, there was general agresment by the staff that:
{l1) the cents per minute chaxges nsed to be almost entirely
eliminated and replaced by a flat per-month access charge, to be
either paid by the end user or the long-distance comp and
(2) chis rebalancing should be accamplished on a rough ustlce
basis from the telcos standpoint.

The tone of the latter commantg was that rough justice could be
interpreted in two ways:

(1) if rate reductions continue to be dictated by the PCC, ::cugﬁ
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justice might involve a $1 billion rate cut, i.s. variable
charges reduced by 58 billion or $5 billion and replaced by $7
billion-$8 billion of flat-based revenues in the first year; or
(2) a sharper--$2 billion~-$¢ billion net--rate cut in the first
year with no furcher cuts required in subsequent periods.

Additionally, it was noted that the telces would benefit from
restructuring rates from a variable to a per-access line basis
since high usage LD customers would bacome more equalized. 1In
summary, we believe tha overall tenor of the discussion was Quite
positive for the telcos.

Prior to this meeting, on February 24, in a speach bafore the
Communications Committee of the National Asgsociation of
Regulatory Utility Commissioners, PCC Chairman Reed Hundt
outlined his current views on access charge reform. Chairman
Hundt indicated that there should be a significant step-down in
usage based access rates, tO be recovered by the telcos through
flat, per access line rates. Ha dild note that the access line
charges need not be aimilar across all lines, which would bae a
step away f{rom cost-based pricing. He also noted that in a
transition to competitive markets, theze may also be historical
costs that are difficult to recover. We think this is probably
cozrrect but we also think that overall industry cuts of ahout
$1.3 billion to $2 billion per year over a 3-5 period largely
corrects a lot of these discrepancies. In summary, and not
surprisingly., Chairman Hundts comments in his speech ware
consistent with the views expressed by the Staff at yestardays
meeting.
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